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Key Highlights and News

•   In Spain, roughly half of the population will enter the first phase of the country’s 
exit plans but those in larger areas like Madrid and Barcelona will remain in lockdown. 
France began the “deconfinement” period with most businesses allowed to reopen 
if they can adequately maintain social distancing, and individuals will no longer need 
permission to leave their homes. The German Interior Minister announced plans to 
open the country’s borders, with the first opening at the border with Luxembourg. 
(Deutsche Bank)

•   Even if a coronavirus vaccine proves successful, its early impact is likely to be 
dampened by a lack of supply. About 70% of the world’s population, or 5.6 billion 
people, may need to be inoculated to begin to establish herd immunity to slow 
the pandemic’s spread. There are also concerns about a global scramble in which 
manufacturers sell only to the highest bidders. (Washington Post)

•   Canada and the United States appear likely to extend a ban on non-essential 
travel until June 21. The two countries had originally planned to end travel 
restrictions on May 21, but Canada has requested an extension of another month. The 
restrictions do not apply to cross-border goods exports to the U.S. which account for 
75% of all Canadian exports. An extension of similar travel restrictions between the 
U.S. and Mexico were also reported to be under consideration. (Reuters)

•   The April jobs report showed a 20.5 million reduction in nonfarm payrolls, with 
the unemployment rate rising to 14.7%, which is up from just 4.4% the previous 
month. All industry groups saw job losses with leisure and hospitality the hardest hit. 
Additionally, youth unemployment rose to its highest level since 1948. An additional 
2.98 million Americans filed for unemployment benefits in the week ending May 9, 
surpassing estimates. Over the past two months, more than 36 million workers have 
filed unemployment insurance claims. (Bureau of Labor Statistics, CNBC)

•   The New York Fed announced Monday that the Secondary Market Corporate 
Credit Facility will begin purchases of corporate bond ETFs and that the 
preponderance of ETF holdings will consist of those primarily exposed to U.S. 
investment-grade corporate bonds, with the remainder allocated to ETFs  
whose prime objective is exposure to U.S. high-yield corporate bonds.  
(Federal Reserve Bank of New York)
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What to Keep an Eye On

•   South Korea saw its biggest one-day increase in new infections in a month. More than 
50 cases were linked to a 29-year-old man who visited five clubs and bars. New coronavirus 
infections also accelerated in Germany days after it loosened social restrictions. China 
reported what could be the beginning of a new wave of infections in the northeastern 
part of the country and Wuhan reported its first symptomatic case in a month.  
(Wall Street Journal, Reuters)

•   Federal Reserve officials are unlikely to consider using negative rates after concluding 
the costs outweigh the policy’s uncertain benefits and that there is little political support 
for negative rates. Central bank officials have also said they prefer to stimulate growth with 
the tools used after the financial crisis including purchases of long-term securities and 
explicit guidance regarding how long they plan to conduct quantitative easing and a policy 
of maintaining low rates. (Wall Street Journal)

•   Americans are saving at a rate not seen since the early 1980s. In February this year the 
average savings rate was close to the 30-year average of 7% but spiked to over 13% for the 
month of March, the highest reading since 1981 and close to the average savings rate during 
the 1973 to 1975 recession. Spending declined in nearly every category in March other than 
groceries, health and household supplies, beverages, and entertainment. (U.S. Bureau of 
Economic Analysis, McKinsey & Company, Oxford Economics)

•   The U.S. administration and semiconductor companies are looking to accelerate 
development of new chip factories in the U.S. in an effort to dampen reliance on 
Asia as a source of crucial technology. Officials are concerned about reliance on Taiwan, 
home of one of the only three companies capable of making the most advanced chips. 
(Wall Street Journal)

•   The European Union (EU) issued plans for a three-stage approach to restart travel this 
summer. Tourism in the EU accounts for 10% of Gross Domestic Product and 12% of jobs. 
The first phase is the current situation where most non-essential travel across borders is 
banned. In the next phase, the EU wants border restrictions lifted between countries and 
regions as the health situation improves. In the final phase, all coronavirus-related border 
controls would be lifted and travel permitted throughout Europe. (Deutsche Bank)

•   Two surveys paint a sobering estimate of the impact of the pandemic on small 
businesses. 52% of small business owners, according to the Society for Human Resource 
Management, do not expect to be operating in November. An earlier survey, by WalletHub, 
reported 33% of small business think they will close within three months. (Fox Business, 
McClatchy News)

•   The International Air Transport Association said that its baseline scenario sees global 
passenger demand not returning to 2019 levels until 2023. Meanwhile, Ford will reopen 
two factories in the UK starting May 18, which will mean all of the carmaker’s European 
manufacturing facilities will have reopened. (Deutsche Bank)

Our Perspective

Unsurprisingly, in the midst of one of the greatest demand shocks since the Great Depression, 
prices for goods and services are falling. Following a 0.4% decline in March, the U.S. Bureau 
of Labor Statistics reported this week that prices as measured by the Consumer Price Index 
(CPI) for all urban consumers (CPI-U) fell by 0.8% in April— the largest monthly decline since 
December 2008. Even after factoring out volatile food and energy prices, the so-called Core 
CPI index fell by 0.4% —the largest decline since the series started in 1957.
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Despite two consecutive months of declines, prices remain modestly higher from a year ago.  
Headline CPI is 0.3% higher from April of last year, while Core CPI rose 1.4% over the same 
period. Looking forward, however, inflation assumptions priced into U.S. Treasury-Issued 
Inflation Linked Bonds, or TIPS, in the short-term are implying an annual decline of 0.2% over 
the next two years as measured by breakeven spreads versus nominal Treasuries.

What might sound like a win for consumers may end up an albatross on economic activity. 
Falling prices, or deflation, can be just as pernicious as high inflation on economic growth. 
Consumer expectations that prices will be cheaper tomorrow than they are today delays 
consumption and investment and perpetuates a negative self-reinforcing economic cycle.  
In fact, a prolonged period of deflation was a major factor behind the magnitude and duration 
of the Great Depression.

Avoiding such conditions is one of the driving motivations behind aggressive central bank 
dovishness. Massive monetary stimulus in its many forms is intended to reverse the course of 
demand destruction and reflate the economy. A flood of liquidity is economic medicine that 
can run the risk of overdosing if not weaned correctly.

With the Fed’s balance sheet likely to more than double as it combats the economic impact 
of the health crisis, many investors and economists worry about the long-term implications of 
debt monetization. In other words, can the Fed do just enough to bring back inflation, but not 
too much?

Secular forces of technological innovation, aging demographics, and globalization have 
been well-tested governors on inflation in the face of a global trend to pump liquidity into the 
system to stimulate economic growth since the Global Financial Crisis. However, the tide may 
be going out on globalization with fractures in trade relationships widening as the world’s two 
largest economies jockey for competitive position. Disruption of supply chains during the 
pandemic, combined with rising labor costs in developing countries, has placed additional 
emphasis on a reevaluation of the international outsourcing of manufacturing.

A trend toward the domestication of manufacturing may ultimately pull out an important leg 
of the inflation dampening stool that prevents central banks from effectively dosing liquidity 
injections. This certainly won’t happen overnight, but it does warrant close attention as such 
a trend will have significant long-term implications for the economy and investments. As we 
monitor these dynamics, we will be closely watching for signs of a longer-term risk: the worst 
of both worlds, namely high inflation and high unemployment, or stagflation.  

For now, the market’s expectation for longer-term inflation appears subdued as 10-year TIPS 
breakeven rates are currently just over 1%. Policy makers are acutely focused on solving the 
immediate crisis and, thankfully, have little need to worry about inflation for the time being.  
But as long-term investors, we must remain mindful of the full range of potential outcomes  
as we navigate markets and allocate capital in pursuit of attractive risk-adjusted returns. 

To hear our latest insights on market developments, please join us 
every Wednesday at 9:00 a.m. PT. Dial in: 866-506-8264.
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